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LAW251, Trimester 3 2016 
QUESTION 1 


MBC Ltd (MBC) is an Australian listed company which owns a chain of sports equipment 
stores throughout Australia. The company was established in 2004 and its Chief Executive 
Officer is Mike Stone. Mike, who is 70 years old, wishes to retire in March 2017 and pass the 
role of CEO over to his daughter, Simone Stone. 


The company stores had not been making good profits from the sales of sports equipment 
since the advent of computer games. Many teenagers chose to play computer games rather 
than outdoor games. In addition, in August 2012, a number of faulty tennis ball launchers 
(used to practise hitting a tennis ball over the net), were returned from customers at a net 
loss of $200,000 when the equipment malfunctioned and caused injury to one of its 
customers. 


Despite that, in August 2013, Mike took a salary increase from $80,000 to $140,000. In 
September 2014, Simone married James, who is the managing director of ACL Lawns Pty 
Ltd. MBC Ltd’s business came from several major clients, Swanson Sport Ltd, Walker Shoes 
Pty Ltd, Scott Outdoor Games Pty Ltd, and in particular ACL Lawns Pty Ltd, which accounts 
for 40% of its revenue. Mike threw a lavish wedding, costing $200,000. Simone’s wedding 
dresses and her bride’s maid dresses cost $25,000. 


Despite the losses, Mick’s accounting of the company’s accounts had showed profits for the 
financial year 2012, 2013, 2014 and 2015. MBC’s auditors are Stevenson and Johnson Pty 
Ltd (SJ), an accounting firm based in NSW, with three partners and eight accountants. SJ 
has been auditing the accounts of MBC for five years, and Susan Grant, who is one of the 
partners, was in charge of the audits. 


During the audit for the 2014/15 financial year, Nancy, a new auditor employed by Su, 
discovered some discrepancies during her testing of the level of inventories. She reported 
the discrepancies to Susan to which Susan said, ‘Look Nancy, as far as | know, Mike is an 
astute manager, good friend and our biggest client. He is probably going senile and | prefer 
not to upset him. | am sure everything is fine. Moreover, his daughter, Simone, will take over 
the management in a few months and put right anything that is not.’ Nancy then explained to 
Susan that the method by which Mike committed the fraud may not be apparent to any 
observant accountant, yet a careful analysis would reveal the discrepancies. 


Susan, feeling uncomfortable with the observations made by Nancy, rang Mike at his home 
and discussed these issues with him. Mike, however, explained the discrepancies to her 
satisfaction and as a result, dividends were declared and some of them paid out of company 
capital. 


These frauds have now been discovered and Mike has been convicted. MBC wants to sue 
the auditors to recover its losses. The auditors, in their defence, argued that it is recognised 
in law that an auditor is not a bloodhound but only a watchdog. The responsibility for the 
detailed accuracy of a company’s accounts rests upon the company’s management and 
directors whose duty is to see that there is a proper accounting system. 


You are required to advise MBC Ltd as to the validity of the auditors’ arguments, and 
explain what action, if any, it may take against the auditors, and the remedies it may 
claim. You should focus your answers on the legal issues covered in the Law 251 
Study Guide. 


30 marks 


LAW251, Trimester 3 2016 


QUESTION 2 


Inner Beauty Pty Ltd is a NSW based company in NSW which specialises in beauty products 
that are made of organic ingredients or a mix of natural and organic ingredients. The 
company was established in 2007 and its Chief Executive Officer is John Wilson. 


John has a range of personal investments in various other local manufacturing companies 
held in a family trust and managed by his wife, Diana. John, however, exercises no direct 
control over the day-to-day running of the trust. 


Diana, who is a housewife and a strong advocate of natural products, invests in a number of 
beauty product supply companies including Just Moisturiser Pty Ltd. Just Moisturiser is a 
NSW based cosmetic company which specialises in manufacturing natural beauty 
products using ingredients from homemade recipes. 


Since January 2014, Diana has built up a 


10 per cent stake in Just Moisturiser Pty Ltd. John, on the other hand, has been busy with 
his work at Inner Beauty Pty Ltd and had hardly spent time at home. As a result Diana had 
not informed John about her investment strategy with the Just Moisturiser Pty Ltd 
shareholding. 


In early August 2015, Just Moisturiser Pty Ltd was one of three companies shortlisted in a 
tender process to manufacture and supply Inner Beauty Pty Ltd with its product line. John, 
who was on the tender committee, made a recommendation and, as a result, Just 
Moisturiser Pty Ltd won the tender contract. 


In November 2015 Diana travelled to Melbourne to care for her elderly mother, Susan. 
Susan was diagnosed with bowel cancer and Diana ended up staying in Melbourne for more 
than 9 months. John took over control of the family trust in her absence and increased his 
stake in Just Moisturiser Pty Ltd to 17.5 per cent. John then pressured Just Moisturiser Pty 
Ltd to appoint Diana to be appointed to the board of directors. 


You are required to advise John of his obligations under the Corporations Act arising 
from his dealings with Just Moisturiser Pty Ltd. You should focus your answers on 
the legal issues covered in the Law 251 Study Guide. 


30 marks 


LAW251, Trimester 3 2016 
QUESTION 3 


Lucy had been the sales director of a large precious stones trading company, Precious 
Stones Pty Ltd, for 10 years specialising in the marketing of diamonds into the wholesale 
market. At the time of her appointment, her employment contract included a non-compete 
clause stating that she would not solicit any of Precious Stones’ customers nor engage in 
any activities directly competitive with products or services of Precious Stones for a period of 
two years from her termination date. Lucy held intimate details of Precious Stones’ 
customers and the type of diamonds they would purchase and was a valued asset of the 
company. 


In March 2015, Lucy was involved in a serious car accident in which a close friend died. 
Although Lucy escaped with only minor injuries, she re-evaluated her life and decided to 
resign and pursue other opportunities in her life. The management of Precious Stones drew 
to her attention the clause in her employment contract and offered her an additional $75,000 
to extend the non-compete period to three years from the date of her resignation. 


In September 2015, Lucy ceased employment at Precious Stones and enjoyed a one month 
holiday at the beach to relax. On her way home she visited a few famous pink diamond 
mines and decided that she would trade diamonds on her own account. On the 20" March 
2016 Lucy established her own company called Pink Diamonds Pty Ltd, her new company 
then actively solicited business from the customers of Precious Stones. 


Soon after Lucy left Precious Stones, the company had re-organised its business so that all 
diamond sales were made through a wholly owned subsidiary called Diamonds Are Forever 
Pty Ltd, this change took place from 15 November 2015. 


Lucy’s nephew, Larry is a law student and has told her that she could be liable if the veil of 
incorporation of Pink Diamonds Pty Ltd is lifted. Lucy is worried and has come to see you for 
advice. 


You are required to advise Lucy if she and/or Pink Diamonds Pty Ltd can be liable to 
Diamonds Are Forever Pty Ltd. You should focus your answers on the legal issues 
covered in the Law 251 Study Guide. 


30 marks 


Please remember - This examination paper MUST BE HANDED IN. Failure to do so will 
result in the cancellation of all marks for this examination. 
Writing your name and number on the front will help us confirm that your paper has been 
returned. 


